This paper examines goodwill on corporate balance sheets. Specifically, the paper measures the extent to which goodwill exists on corporate balance sheets and the degree of goodwill writedowns that have occurred recently. We report on our study and a study by Intangible Business, which show that many firms carry substantial amounts of goodwill on their 2008 balance sheets. Thus, because of the recent downturn in the economy and the markets, the potential for big bath earnings management for 2008 and 2009 exists. In addition, because of reductions in expected returns on pension plan assets, many firms are likely to record much higher pension expenses. We expect that the combination of goodwill impairments and increased pension expense will have significant effects on both the amount and the quality of earnings for 2008 and, possibly, 2009. 
INTRODUCTION AND PURPOSE
his purpose of this paper is to examine the amount of goodwill that exists on corporate balance sheets and the likely effects of goodwill write-downs on earnings quality for 2008 and 2009. In 2002, Financial Accounting Standard No. 142, Goodwill and Other intangible Assets, changed the accounting requirements for Goodwill.
Prior to FASB No. 142 goodwill was amortized over a period not to exceed forty years. FASB No. 142 notes that "financial statement users did not regard goodwill amortization expense as being useful information in analyzing investments". Companies were required to follow these new standards for fiscal years beginning after December 15, 2001. Therefore, as of January 1, 2002, firms can no longer amortize goodwill annually, but they must test the goodwill account annually for impairment If the value of goodwill rises, then the firm gives no accounting recognition. If the value of goodwill declines (is "impaired"), then the firm must write down the goodwill to its impaired value. The essence of this impairment test is to determine whether or not the premium (goodwill) paid for another company is still justified. An impairment of goodwill suggests an admission of overpayment for a previous acquisition. Reversals of impairments are not allowed.
During 2001 when the economy was in a recession, write-offs of goodwill increased dramatically (almost 20 times) as compared with the write-offs from 1994 to 2000-CFO.com article-Jan. 1, 2009 . The media has suggested that the economy is in the worst condition since the Depression. Accordingly the market expects poor results. Therefore, expectations are that goodwill impairments will once again increase for a variety of reasons. For example, when economic conditions are bad the big bath mentality suggests that a lot bad things should be disposed at once. The write-off of assets, such as goodwill, can be viewed positively in that the balance sheet more appropriately reflects the value of the asset and provides a new CEO with a clean start. Mintz (2009, p.1) , in a recent CFO.com article, wonders whether firms are being "shrewd or rash," when companies write off goodwill because of a decline in market prices. This paper determines (a) the extent to which goodwill exists on corporate balance sheets, (b) the degree of Goodwill impairments from 2007 through the first three quarters of 2008 and (c) what these data mean for measuring earnings quality. The first section of the paper provides a recent (beginning with the early 1990"s) historical perspective of goodwill and goodwill impairments/write-offs. Anecdotal evidence related to goodwill and goodwill write-offs is examined in section two where we examine some of the major goodwill impairments that have occurred from the effective date of SFAS No. 142 through 2006. Section three examines goodwill on corporate balance sheets of small-cap and mid-cap corporations as well Fortune 100 companies. This article concludes with a discussion of the implications of these findings for quality of corporate earnings and relevance for forecasting future earnings.
HISTORICAL PERSPECTIVE
In 1993, Douglas Schneider and Mark Mc McCarthy looked at the extent to which goodwill appeared on corporate balance sheets in 1991 and they speculated on what effect new standards would have on corporate earnings.
Goodwill is reported by some 1,458 public firms as recently as fiscal year 1991. For some firms, goodwill was quite large in terms of absolute dollars, and, for many more firms, it was a material percentage of assets and equity. Changes in accounting and reporting that involve goodwill would affect a large number of firms and have a potentially significant impact on the balance sheet and related ratios. These results provide a perspective of the overall effect of goodwill on corporate balance sheets, of which parties involved with accounting and reporting of goodwill should be aware. Nonetheless, the present study shows that goodwill write-downs continue to exhibit signs of big bath earnings management as, relative to entities not recording impairment losses, firms taking these hit in 2003 and 2004 already suffered from depressed earnings. Management likely anticipated that lowering earnings even further for these impairment losses would do little incremental harm to the market value of their firms' shares."
On June 3, 2008, Tammy Whiteside ("Bad News for Goodwill Write-downs") warned: "It won"t be long before the next wave of corporate write-downs begins -this time gutting the balance sheet of "goodwill" that has accumulated from old mergers and acquisitions." Whiteside supported her assertion by citing Rick Donnalley, a valuation specialist at KPMG. He indicated that the downturn in the markets during this year "should cause CFOs to reflect on the value of that acquisition they made a year or two ago". He sees a goodwill correction on the horizon. More recently, in November of 2008, Edward Ketz, accounting professor at Pennsylvania State University, warned.
The credit crisis has had a monstrous impact on capital markets, cutting stock prices some 40 percent or so. Unless a miracle occurs by year end, these depressed market values will in turn have a gruesome effect on corporate earnings statements. The vehicle for this grotesqueness will be impairment losses on goodwill. I find it funny that all four of these companies insist that goodwill impairment charges are non-cash. As if that makes the charge somehow not real. While technically true, the claim misses a very important point. Resources were distributed when the acquisition was made, and these resources were accounted for as an asset. This earnings season will be filled with billions of dollars of goodwill write-downs.
Given the recent turmoil in the markets, one would expect that recent and near-term goodwill impairments would have even more significant effects on corporate earnings for 2008 and 2009.
Our recent experience with examining corporate financial statements suggests that Harrington, Donnalley and Ketz are probably correct. During 2008, we have been examined or scanned hundreds of financial statements of companies that our students analyze for quality of earnings assignments and companies that our students in the Applied Investment Management Program analyze for making stock choices. While examining the balance sheets of those companies, we noticed that most of them have reported a very significant (relative to total assets) amount of goodwill on the balance sheet.
In addition, the Income Statements provide evidence of frequent goodwill impairments. After gathering additional data on goodwill and impairment of goodwill for those companies analyzed by the students, we decided that these results suggested further study on goodwill and impairments.
ANECDOTAL EVIDENCE
We decided to look for evidence of large (billion-dollar category) goodwill impairments (Exhibit 1) for specific companies. In addition, we show the remaining goodwill for each of the companies. Exhibit 1 below shows some of the largest goodwill impairments in the "billion-dollar" category from 2000 through 2006: We can see from the data that these companies not only had large goodwill impairments, but also have substantial amounts of goodwill remaining on their balance sheets. They still have about 27% of their assets represented by goodwill and that remaining goodwill is large enough to cover the most recent annual earnings almost three times (283%). In addition, notice that the goodwill impairments for 3Com and JDS Uniphase cover total assets almost 37 and 20 times and five of the eight companies have enough goodwill to cover the most recent annual earnings entirely.
Based on previous studies and on our examination of corporate financial statements, we can see that through 2006 many corporate balance sheets had been stripped of substantial amounts of goodwill. In many cases, the goodwill impairments exceeded the earnings before the impairment and, in at least one case (Mc Clatchy), goodwill exceeded the company"s market capitalization. Just how much more goodwill remains on corporate balance sheets at the end of calendar year 2008? What is the potential for future goodwill impairments related to these goodwill balances? The next section of this report deals with those questions.
EXAMINING 2008 GOODWILL BALANCES AND GOODWILL IMPAIRMENTS
Rather than rely on anecdotal evidence regarding goodwill, we conducted a study to determine (a) the extent to which goodwill exists on corporate balance sheets, We also examined the financial statements of companies that are small-cap and mid-cap companies covered by few analysts. Table 1 provides the data. This shows that, as of the end of 2001, most of those companies have substantial goodwill on their balance sheets and very few of the sampled firms recognized a goodwill impairment during the period from 2005 through 2007. For the 60 companies in the sample, goodwill averages 16% of the total assets of the companies. In addition, twenty (one-third) of the companies have goodwill that exceeds 20% of the total assets of the company.
The most striking fact is that the amount of goodwill on the balance sheet for most of the firms exceeds the net income recognized for the most recent accounting period. For example, for Smith & Nephew, the goodwill-tonet income ratio is 379%. In other words, at the most recent annual earnings level, a complete impairment of goodwill would wipe out 3.79 years of income. Thirty-six (60%) of the companies in the sample have goodwill that exceeds the latest reported annual income and the average goodwill on all 60 companies represents 2.3 years of most recent annual earnings. Table II shows goodwill data for the FORTUNE 100 companies. We were unable to obtain data for ten of the companies listed among the top 100 companies, so we added enough companies (in order of size) to total 100 companies. The data show that very few, only 7%, of the companies have no goodwill on their balance sheets. Goodwill averages 13% of the total assets of those companies and the goodwill represents approximately 3.44 times the average earnings for the most recent accounting period. A recent study shows that very significant amounts of goodwill remain on the balance sheets of U. S. Corporations. Intangible Business, a leading international independent intangible asset valuation consultancy, studied the annual reports and 10-K filings of the largest US corporations comprising the current Standard & Poor's 100 index ("S&P100) found:
In five years the 100 largest US corporations reported 212 major acquisitions valued at $1,033 billion in total. Net tangible assets were reported at $253 billion (24%) and total intangible assets at $780 billion. Of these, $290 billion were identified (28%) and almost two thirds, $490 billion, remained as goodwill (48%)." The S&P100 corporations in the U.S. have invested $490 billion in goodwill. SFAS 141 (unlike IFRS 3) does not require any explanation of goodwill and investors consequently have little opportunity to gauge whether this is money well spent.
The report concluded "We believe that US corporations are overstating the value of goodwill."
IMPLICATIONS FOR FUTURE IMPAIRMENTS, EARNINGS QUALITY AND RELEVANCE FOR FORECASTING EARNINGS
Daniel Fisher (2007) states, "Want to spot weak accounting before there is an embarrassing restatement? Fabulous earnings and a goodwill-rich balance sheet are a good place to start." While very few companies are likely to report fabulous earnings for 2008, we know that corporate balance sheets (in the U.S. and Sweden) are goodwill-rich. Fisher"s article summarizes the findings of a study by Patricia Dechow and Weili Ge (accounting professors at the University of California, Berkeley and the University of Washington) that computes "F Scores" for companies. These scores measure the risk of earnings manipulation. Along with three colleagues, Dechow developed the F-formula that has 27 variables thought to predict earnings puffery. One of the factors used in computing the score relates to the level of goodwill on a corporate balance sheet. Goodwill and other intangibles are vulnerable to manipulation "as managers push an earnings hit into the future or execute a "kitchen sink" (i.e., big bath) write-down, wiping out asset values in one swoop to make future earnings and return on capital look better." As Dechow states "When companies have lots of such hard-to-value assets, "their accounting is more fuzzy" and "their earnings are not going to be as stable." In a recent Forbes article (January 12, 2009), Gage notes that Audit Integrity (Los Angles firm that uses numerical and qualitative assessments to evaluate the quality of a company"s earnings) considers a large Goodwill balance as a negative factor in evaluating the quality of earnings.
In an article forthcoming in the Journal of Accounting, Auditing and Finance, Hayn and Hughes measure the extent to which available disclosures allow investors to effectively predict goodwill impairment. They conclude that goodwill write-offs lag the economic impairment of goodwill by an average of three to four years, and that can extend up to ten years for a third of the companies. However, we believe, because of the current economic downturn, that for 2008 companies are likely to use goodwill impairments as a big bath earnings management technique: just as Sevin & Schroeder, Jordan & Clark, and Huefner & Largay found in 2002.
Given that we have seen many large goodwill impairments from the effective date of SFAS No. 142 through the third quarter of 2008, the balance sheets of many corporations will give more realistic, conservative values for goodwill. However, our study and the study by Intangible Business show that many firms carry a substantial (as a percentage of total assets) amount of goodwill on the balance sheet. For those firms, the potential for big bath earnings management exists. We expect most firms to record increases in net periodic pension costs (i.e., pension expense) because of reductions in expected returns on pension plan assets. Thus, the combination of goodwill impairments and increased pension expense will have significant effects on the amount and quality of earnings for 2008 and, possibly, 2009. However, Ann Harrington (2003) provides a more positive perspective on future reported earnings:
There may be a silver lining in all this, at least in years to come. After all those write-downs, there's less to weigh down earnings. Says Brown (accounting professor at NYU) we are setting ourselves up for an extremely conservative balance sheet. We never used to think about the balance sheet.
Ray Ball, finance professor at the University of Chicago also provides a positive perspective on goodwill impairments. Ball (CFO.com, 2009) suggests that the failure to recognize to write-off assets can suppress economic recovery as was demonstrated in Japan and that the valuation of assets on the balance sheet, consistent with economic reality, enhances economic recovery.
CONCLUSION
The findings of several research studies, along with our findings show that goodwill write-offs have increased during 2008 and will likely continue into 2009. While there are both positive and negative arguments regarding the impact of such write-offs, a question we have to ask is "Do such write-offs provide the financial statement users with useful information for analyzing investments as the FASB intended?" Since many firms carry substantial amounts of goodwill on their 2008 balance sheet and the uncertainty of the economy and the financial markets continues, we believe the potential for big bath earnings management through the use of goodwill impairments exists for 2009. It is our opinion that these goodwill impairments will significantly impact the quality of earnings. 
